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P established and funded with corporate stock two
substantially identical grantor retained annuity trusts
(GRAT's). Each GRAT had a 2-year termduring which P
retained the right to receive an annuity. |In the event
that P died prior to expiration of the 2-year term the
remai ni ng schedul ed annuity paynents were to be nmade to
her estate. The bal ance of the trust property would
then be paid to the remai nder beneficiaries.

Hel d: For purposes of determ ning the val ue under
sec. 2702, I.R C., of the gift effected upon creation
of each GRAT, P's retained qualified interest is to be
valued as an annuity for a specified term of years,
rather than as an annuity for the shorter of a term
certain or the period ending upon P's death.

Hel d, further, Sec. 25.2702-3(e), Exanple (5),
G ft Tax Regs., is an invalid interpretation of sec.
2702, I.R C
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Ri chard B. Covey and Jerone J. Caulfield, for petitioner.

Carmen M Baerga and Marie E. Small, for respondent.

OPI NI ON

NI MS, Judge: Respondent determ ned a deficiency in Federal
gift tax against petitioner for 1993 in the anount of
$4,532,776.82. The sole issue for decision is the valuation
under section 2702 of gifts resulting frompetitioner’s creation
of two grantor retained annuity trusts (GRAT s).

Unl ess otherwi se indicated, all section references are to
sections of the Internal Revenue Code in effect for the year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

Backgr ound

This case was submtted fully stipulated pursuant to Rule
122, and the facts are so found. The stipulations of the
parties, with acconpanying exhibits, are incorporated herein by
this reference. At the tine the petition was filed in this case,
petitioner resided in Versailles, Mssouri.

Prior to April 7, 1993, petitioner was the sole owner of,
and held in her nane, 7,223,478 shares of common stock of Wal -
Mart Stores, Inc., a publicly traded entity. Then, on April 7,
1993, petitioner established two substantially identical GRAT s,

each of which had a termof 2 years and was funded by a transfer
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of 3,611, 739 shares of the above WAl -Mart stock. The fair market
val ue of the Wal-Mart stock on that date was $27. 6875 per share,
and the consequent initial fair market value of each trust was
$100, 000, 023. 56.

According to the provisions of each GRAT, petitioner was to
recei ve an annuity anmount equal to 49.35 percent of the initial
trust value for the first 12-nonth period of the trust term and
59. 22 percent of such initial value for the second 12-nonth
period of the trust term In the event that petitioner’s death
i ntervened, the annuity anounts were to be paid to her estate.
The sunms were payabl e on Decenber 31 of each taxable year but
could be paid up through the date by which the Federal incone tax
return for the trust was required to be filed. The paynents were
to be made fromincone and, to the extent incone was not
sufficient, fromprincipal. Any excess incone was to be added to
princi pal .

Upon conpl etion of the 2-year trust term the remaining
bal ance was to be distributed to the desi gnated remai nder
beneficiary. Petitioner’s daughter Ann Walton Kroenke was the
beneficiary so nanmed under one trust instrunent; petitioner’s
daught er Nancy Walton Laurie was naned in the other.

Each trust was irrevocabl e, prohibited additional
contributions, specified that the grantor’s interest was not

subject to commutation, and nandated that no paynent be made
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during the trust termto any person other than the grantor or the
grantor’s estate. The two trustees for each respective trust
were petitioner and the daughter for whose benefit the trust was
creat ed.

The foll ow ng paynents were nade to petitioner fromeach of

t he GRAT s:

Dat e of For m of Nunber of Val ue per Anount of

Paynent Paynent Shar es Shar e Paynent

7/ 9/ 93 Cash $ 117,381.52
10/ 4/ 93 Cash 117, 381. 52
7/ 15/ 94 St ock 1,434,518 $25. 1900 36, 135, 508. 42
1/5/ 94 Cash 117, 381. 52
4/ 14/ 94 Cash 153, 498. 91
7/ 3/ 94 Cash 153, 498. 91
10/ 3/ 94 Cash 92, 531. 89
6/ 26/ 95 St ock 2,142,517 26. 1875 56, 107, 163. 94
1/5/ 95 Cash 92, 531. 89
4/ 14/ 95 Cash 108, 861. 05
6/ 26/ 95 St ock 34, 704 26. 1875 908, 811. 00

3,611, 739 94, 104, 550. 57

The assets of each GRAT were exhausted upon the final
paynment of stock in June of 1995, as all inconme and principal had
been distributed to petitioner pursuant to the schedul ed annuity
paynments. Since the aggregate anmount of annuity paynents call ed
for by each trust instrunent was $108, 570, 025. 58 (49. 35 percent x

$100, 000, 023.56 + 59.22 percent x $100, 000, 023.56), each GRAT
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resulted in a $14, 465, 475.01 shortfall in annuity paynments to the
grantor and |left no property to be delivered to the remainder
beneficiary.

Petitioner tinely filed a United States Gft (and
Cener ati on- Ski ppi ng Transfer) Tax Return, Form 709, for the
t axabl e year 1993. Therein, petitioner valued at zero the gifts
to her daughters of remainder interests in the GRAT s.
Petitioner represented that the value of her retained interests
in the GRAT' s equal ed 100 percent of the value of the WAl - Mart
stock on the date of the transfer, thus elimnating any taxable
gift to the remai ndernen. Respondent subsequently issued a
notice of deficiency determning that petitioner had understated
the value of the gifts resulting fromher establishnment of the
two GRAT's. Petitioner now concedes on brief that the gift
occasi oned by each GRAT shoul d be val ued at $6, 195. 10, while
respondent asserts that the taxable value of each gift by
petitioner is $3,821,522.12.

Di scussi on

CGeneral Rul es

Section 2501 inposes a tax for each cal endar year on the
transfer of property by gift by any taxpayer. Pursuant to
section 2512, the value of the transferred property as of the
date of the gift “shall be considered the anpunt of the gift”.

CGenerally, where property is transferred in trust but the donor
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retains an interest in such property, the value of the gift is
the value of the property transferred, |ess the value of the
donor’s retained interest. See sec. 25.2512-5A(e), G ft Tax
Regs.; sec. 25.2512-5T(d)(2), Tenporary Gft Tax Regs., 64 Fed.
Reg. 23224 (Apr. 30, 1999). However, if the gift in trust is to
a famly nmenber (as defined in section 2704(c)(2)), the val ue of
the gift is determ ned subject to the I[imtations of section
2702. See id.

As pertinent herein, section 2702 provides:

SEC. 2702. SPECI AL VALUATI ON RULES I N CASE COF
TRANSFERS OF | NTERESTS | N TRUSTS.

(a) Vvaluation Rules.--

(1) I'n general.--Solely for purposes of
determ ning whether a transfer of an interest in
trust to (or for the benefit of) a nenber of the
transferor’s famly is a gift (and the val ue of
such transfer), the value of any interest in such
trust retained by the transferor or any applicable
famly menber * * * shall be determ ned as
provi ded in paragraph (2).

(2) Valuation of retained interests.--

(A) I'n general.--The value of any
retained interest which is not a qualified
interest shall be treated as being zero.

(B) Vvaluation of qualified interest.--
The value of any retained interest which is a
qualified interest shall be determ ned under
section 7520 [providing for use of valuation
tabl es prescribed by the Secretary for
annuities, life interests, etc.].



(b) Qualified Interest.--For purposes of this
section, the term“qualified interest” neans--

(1) any interest which consists of the right
to receive fixed anmounts payabl e not | ess
frequently than annually,
(2) any interest which consists of the right
to receive anmounts which are payabl e not | ess
frequently than annually and are a fixed
percentage of the fair market value of the
property in the trust (determ ned annually), and
(3) any noncontingent remainder interest if
all of the other interests in the trust consist of
interests described in paragraph (1) or (2).
Regul ati ons pronul gated under section 2702 define, and
expand upon, certain of the terns enployed in section 2702.
“Ret ai ned” denotes “held by the sane individual both before and
after the transfer in trust.” Sec. 25.2702-2(a)(3), Gft Tax
Regs. The statutory definition of “qualified interest” is
i kewi se elucidated in the follow ng manner: “Qualified interest
means a qualified annuity interest, a qualified unitrust
interest, or a qualified remainder interest.” Sec. 25.2702-
2(a)(5), Gft Tax Regs. A “qualified annuity interest”, in turn
is “an interest that neets all the requirenents of § 25.2702-3(b)
and (d).” Sec. 25.2702-2(a)(6), Gft Tax Regs.
The above-referenced paragraph (b) of section 25.2702-3,
G ft Tax Regs., requires that a “qualified annuity interest”

consist of “an irrevocable right to receive a fixed anount”,

“payable to (or for the benefit of) the holder of the annuity
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interest for each taxable year of the term” Sec. 25.2702-
3(b)(1) (i), Gft Tax Regs. In this context, a “fixed anobunt” is
either a stated dollar anmount or a fixed fraction or percentage
(not to exceed 120 percent of the fixed fraction or percentage
payable in the preceding year) of the initial fair market val ue
of the property transferred to the trust as finally determ ned
for Federal tax purposes. Sec. 25.2702-3(b)(1)(ii), Gft Tax
Regs. In either case, the fixed anmunt nust be payabl e
periodically but not less frequently than annually. See id.

Par agraph (d) of section 25.2702-3, Gft Tax Regs., then
adds the followi ng requirenent dealing wwth the termof the
annuity interest: “The governing instrument nust fix the term of
the annuity or unitrust interest. The termnust be for the life
of the termholder, for a specified termof years, or for the
shorter (but not the longer) of those periods.” Sec. 25.2702-
3(d)(3), Gft Tax Regs. Furthernore, the trust instrunment nust
al so prohibit distributions fromthe trust to or for the benefit
of any person other than the holder of the qualified annuity
interest during the termof the qualified interest. See sec.
25.2702-3(d)(2), Gft Tax Regs.

Il. Contentions of the Parties

Respondent contends that in establishing each GRAT,
petitioner created three separate and distinct interests: (1)

The annuity payable to her during her lifetinme, (2) the
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“contingent” interest of her estate to receive the annuity
paynents in the event of her death prior to expiration of the 2-
year trust term and (3) the remainder interest granted to her
daughter. O these three, it is respondent’s position that only
the first interest, but not the second, constitutes a qualified
retained interest within the neaning of section 2702 and the
regul ati ons promul gated thereunder. Respondent particularly
relies upon section 25.2702-3(e), Exanple (5, Gft Tax Regs.
(hereinafter Exanple 5), as a valid interpretation of the statute
and as governing the issues involved in this case.

Hence, according to respondent, only the value of an annuity
payabl e for the shorter of 2 years or the period endi ng upon
petitioner’s death may be subtracted fromthe fair market val ue
of the stock in calculating the value of the taxable gift nmade by
reason of petitioner’s establishnment of the GRAT's. Respondent
concl udes that the present value of the retained qualified
interest in each GRAT was $96, 178,501.88 and the taxable gift
$3, 821,522.12 (consisting of the estate’s contingent interest of
$2, 938, 000. 00 and the remai nder interest of $883,522.12).

Conversely, petitioner maintains that for valuation purposes
under section 2702, each GRAT is properly characterized as
creating only two separate interests: (1) A retained annuity
payable for a fixed termof 2 years, and (2) a renai nder interest

in favor of her daughter. Petitioner further asserts that the
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former, inits entirety, is a qualified interest wthin the
meani ng of the statute. Accordingly, it is petitioner’s position
that the retained interest to be subtracted in conputing the
anount of the taxable gift occasioned by each GRAT is to be
valued as a sinple 2-year termannuity, wthout regard to any
nortality factor. Using this nethod, petitioner calculates the
retained annuity as having a val ue of $99, 993, 828. 90, such that
each GRAT effected a gift of $6,195. 10.

To the extent that Exanple 5 woul d appear to suggest
ot herw se, petitioner avers that the exanple is an invalid and
unreasonabl e interpretation of section 2702. Petitioner argues
that the exanple is unsupported by statutory |anguage or
| egi slative history and is inconsistent with other regul ations
and exanpl es, especially section 25.2702-3(d)(3), Gft Tax Regs.
In the alternative, petitioner clains that even if Exanple 5 is a
perm ssible interpretation of the statute on substantive grounds,
it is procedurally invalid as issued in violation of the notice
and comrent provisions of the Adm nistrative Procedures Act, 5
U S. C sec. 553 (1994).

[11. Application

As pertinent here, section 2702 provides a facially sinple
formula for valuation: (Value of property transferred in trust)
- (value of any qualified interest retained by the grantor) =

value of gift. Applying this fornmula, however, requires
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resolution of potentially conplex subsidiary issues. For
instance, in order to determ ne the anount that may be
subtracted, the follow ng are anong the questions that nust be
addressed: The nature of the interest “retained” by the grantor,
the extent to which that interest is “qualified’, and the
actuarial value of the qualified interest.

A. The Nature of the Interest Retained

Commencing with the threshold inquiry of what interest or
interests petitioner “retained”, we conclude that, even if we
were to view the GRAT indentures as creating separate interests
in favor of petitioner and petitioner’s estate, both such
interests nust be construed as retained by petitioner. It is
axiomatic that an individual cannot nmake a gift to hinmself or to
his or her own estate. An attenpt to do so has |ong been treated
at common | aw as a retention by the individual of the interest
purportedly transferred. For exanple, 1 Restatenment, Trusts 2d,
section 127 coment b (1959), states:

Were the owner of property, whether real or

personal, transfers it in trust to pay the incone to

himsel f for a period of years and at the expiration of

the period to pay the principal to him he is the sole

beneficiary of the trust. He is |ikew se the sole

beneficiary where he transfers property in trust to pay

the incone to hinself for life and on his death to pay

the principal to his estate, or to his personal

representatives. * * *

Hence, because petitioner could not as a matter of |aw give an

interest in property to her estate, she by default retained al
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interests in the 2-year termannuities set forth in the trust
docunents. Such interests thus were, as required by the
regul ations, “held by the sanme individual both before and after
the transfer in trust.” Sec. 25.2702-2(a)(3), Gft Tax Regs.

B. The Extent of the Qualified |nterest

Havi ng therefore decided that petitioner, either
i ndividually or through her estate, retained the 2-year annuities
in their entirety, we next consider the extent to which these
interests are “qualified”. In this connection, section 2702

itself provides only that “qualified interest” neans “any
i nterest which consists of the right to receive fixed anmounts
payabl e not |ess frequently than annually”. Sec. 2702(b)(1).
Since a sinple 2-year annuity would appear to fall wthin this
definition, we turn to whether relevant regul ations set forth
additional restrictions.

The regul atory provision which enunerates the perm ssible
terms for a qualified annuity mandates that the termbe “for the
life of the termholder, for a specified termof years, or for
the shorter (but not the | onger) of those periods.” Sec.
25.2702-3(d)(3), Gft Tax Regs. Petitioner thus contends that
her 2-year annuities are sanctioned by the second of these three

options and may be val ued as such. Respondent, however, asserts

that petitioner’s annuities are in fact of the third |listed type
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and cites Exanple 5 and section 25.2702-3(e), Exanple (1), G ft
Tax Regs., anong others, in support of this position. Exanple 5
states as foll ows:

A transfers property to an irrevocable trust, retaining
the right to receive 5 percent of the net fair market
val ue of the trust property, valued annually, for 10
years. If A dies within the 10-year term the unitrust
anount is to be paid to A's estate for the bal ance of
the term A s interest is a qualified unitrust
interest to the extent of the right to receive the

uni trust paynent for 10 years or until A s prior death.

Section 25.2702-3(e), Exanple (1), Gft Tax Regs., provides:

A transfers property to an irrevocable trust, retaining
the right to receive the greater of $10,000 or the
trust inconme in each year for a termof 10 years. Upon
expiration of the 10-year term the trust is to
termnate and the entire trust corpus is to be paid to
A's child, provided that if A dies within the 10-year
termthe trust corpus is to be paid to A's estate. A's
annual paynent right is a qualified annuity interest to
the extent of the right to receive $10,000 per year for
10 years or until A's prior death, and is val ued under
section 7520 wthout regard to the right to receive any
i ncone in excess of $10,000 per year. The contingent
reversion is valued at zero. The amount of A's gift is
the fair market value of the property transferred to
the trust less the value of the qualified annuity

i nterest.

We agree with respondent that Exanple 5, if valid, would
precl ude the valuation nethodol ogy for which petitioner argues.
To say that Exanple 5 is not on point because it involves a
unitrust rather than an annuity interest would be to rely on a
distinction without a substantive difference. Consequently, we
are faced squarely with the question of this regulation’s

validity.
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The regul ations at issue here are interpretative regul ati ons
pronul gated under the general authority vested in the Secretary
by section 7805(a). Hence, while entitled to considerable
wei ght, they are accorded | ess deference than woul d be
| egi sl ative regul ati ons issued under a specific grant of
authority to address a matter raised by the pertinent statute.

See Chevron U.S.A., Inc. v. Natural Resources Defense Council,

Inc., 467 U. S. 837, 843-844 (1984) (Chevron); United States v.

Vogel Fertilizer Co., 455 U. S. 16, 24 (1982). A legislative

regulation is to be upheld unless “arbitrary, capricious, or

mani festly contrary to the statute.” Chevron U S A, Inc. v.

Nat ural Resources Defense Council, Inc., supra at 843-844.

Wth respect to interpretative regul ations, the appropriate
standard is whether the provision “‘inplenment[s] the

congressional nmandate in sone reasonable manner.’” United States

v. Vogel Fertilizer Co., supra at 24 (quoting United States v.
Correll, 389 U S 299, 307 (1967)). In applying this test, we

| ook to the follow ng two-part anal ysis enunci ated by the Suprene
Court:

When a court reviews an agency’s construction of
the statute which it admnisters, it is confronted with
two questions. First, always, is the question whether
Congress has directly spoken to the preci se question at
issue. |If the intent of Congress is clear, that is the
end of the matter; for the court, as well as the
agency, nust give effect to the unanbi guously expressed
intent of Congress. |If, however, the court determ nes
Congress has not directly addressed the precise
guestion at issue, the court does not sinply inpose its
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own construction on the statute, as would be necessary
in the absence of an adm nistrative interpretation.
Rather, if the statute is silent or anbiguous with
respect to the specific issue, the question for the
court is whether the agency’ s answer is based on a
perm ssi bl e construction of the statute. [Chevron

US A, Inc. v. Natural Resources Defense Council,
Inc., supra at 842-843; fn. refs. omtted.]

A chal l enged regul ation is not considered such a perm ssible
construction or reasonable interpretation unless it harnonizes
both with the statutory | anguage and with the statute’s origin

and purpose. See United States v. Vogel Fertilizer Co., supra at

25-26; National Miuffler Dealers Association v. United States, 440

U S. 472, 477 (1979) (National Miffler).

We pause to note that before the Chevron standard of review
was enunci ated by the Suprene Court, the traditional standard was
sinply “whether the regulation harnonizes with the plain | anguage
of the statute, its origin, and its purpose”, as prescribed by

the Suprenme Court in National Miuffler Dealers Association v.

United States, supra at 477. As we have observed in a previous

case, the opinion of the Suprenme Court in Chevron failed to cite

National Muffler and nay have established a different fornulation

of the standard of review See Central Pa. Sav. Association v.

Commi ssioner, 104 T.C. 384, 390-391 (1995). 1In the case before

us, we conclude that it is unnecessary to parse the semantics of
the two tests to discern any substantive difference between them

because the result here woul d be the sane under either.
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Because section 2702 does not speak to the issue of the
permssible termfor a qualified annuity, Exanple 5 does not
expressly contradict any statutory |anguage. Accordingly, we
focus on the statute’s origin and purpose for further guidance.
Section 2702 was enacted as part of the Omi bus Budget
Reconciliation Act of 1990, Pub. L. 101-508, sec. 11602, 104
Stat. 1388-491. Legislative history! describes the ains which
pronpted the neasure:

the coonmttee is concerned about the underval uation of
gi fts valued pursuant to Treasury tables. Based on
average rates of return and |ife expectancy, those
tabl es are sel dom accurate in a particular case, and
therefore, may be the subject of adverse selection.
Because the taxpayer deci des what property to give,
when to give it, and often controls the return on the
property, use of Treasury tables underval ues the
transferred interests in the aggregate, nore often than
not .

Therefore, the conmttee determ nes that the
val uation problenms inherent in trusts and term
interests in property are best addressed by val ui ng

1 Sec. 2702 originated in the Senate version of the QOmi bus
Budget Reconciliation Act of 1990, Pub. L. 101-508, 104 Stat.
1388-400. See H Conf. Rept. 101-964 (1990), 1991-2 C. B. 560,
1131-1133. The Senate bill was prepared under very limted tine

constraints. See 136 Cong. Rec. 30485 (1990). In order to avoid
delay, the bill was brought to the floor without printing a
formal report of the Senate Budget Committee. See id. In lieu

t hereof, the report |anguage that had been submtted to the
Budget Commttee, for inclusion in its report, by the Senate
Finance Commttee relating to the bill’s provisions within the
Finance Commttee’'s jurisdiction, including sec. 2702, was
printed in the Congressional Record. See id. The text of the
Senate version of sec. 2702, the subject of the report |anguage
printed in the Congressional Record, was identical in al
material respects to the statute ultinately enacted. See id. at
30818.
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retained interests at zero unless they take an easily
val ued form-as an annuity or unitrust interest. By
doing so, the bill draws upon present |aw rul es val ui ng
split interests in property for purposes of the
charitabl e deduction. [136 Cong. Rec. 30538-30539
(1990).]

The legislative record then goes on to explain the statute’s
i nt ended operation:

The bill requires that the value of a renai nder
i nterest be determ ned by subtracting the value of the
incone interest fromthe value of the entire property.
The bill provides that the value of an interest
retained by the transferor or an applicable famly
menber is zero unless such interest is a “qualified
interest”. A qualified interest is (1) aright to
recei ve fixed anmobunts payable at |east annually, (2) a
right to receive anounts payable at | east annually
which are a fixed percentage of the trust’'s assets
(determ ned annual ly), or (3) a non-contingent
remai nder interest if all the other interests in the
trust are qualified payments.®® A qualified interest
general ly woul d be val ued under present law, e.g., by
reference to section 7520.

Thus, a person who nmakes a conpl eted transfer of
nonresi dential property in trust and retains (1) the
right to the inconme of the trust for a termof years
and (2) a reversionary right (or a testanentary general
power of appointnent) with respect to trust corpus is
treated as making a transfer equal to the value of the
whol e property. * * * In contrast, the creation of a
trust the only interests in which are an annuity for a
termof years and a noncontingent remainder interest is
val ued under present |aw.

%0 These interests are simlar to those permitted in
charitable split-interest trusts under Section 664.

Id. at 30540 & n. 30.
Based on these statenents, it is clear that the principal

obj ective of section 2702 was to prevent underval uation of gifted
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interests. Mreover, the foregoing | anguage reflects that the
statute was designed primarily to restrict a donor’s ability to
calcul ate the anount of a gift by subtracting certain el enents of
actuarial value that would or mght in fact pass to the donee. A
fixed-termannuity, payable to the grantor or the grantor’s
estate, would therefore appear to fall wthin the statute’s
perm ssi bl e paraneters, as elucidated by the | egislative history.
Such an interest would further seemto fall wthin the class of
easily valued rights which the final sentence in the passage
above indi cates Congress envisioned would not be afforded a
| esser val ue under the new rul es.

Respondent, however, characterizes the annuities at issue
here as equivalent to the reversionary rights referenced by
Congress as nonqualified, rather than to the fixed-terminterests
approved by the | awakers. In respondent’s view, the
congressional concern underlying section 2702 reaches
petitioner’s annuities.

Respondent al |l eges that Congress sought to curb the then-
current practice of dividing trusts into nunerous interests and
selectively retaining interests based on nortality, such as
reversions. Respondent points out the commopn estate planning
device of creating a trust, with a termshort enough that the
grantor’s risk of dying during the termwould be mnimal, in

whi ch the grantor retained both an inconme interest and a
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contingent reversion in the trust corpus to take effect in the
event of his or her death during the term The value of the gift
to the remai ndernmen woul d then be cal cul ated by subtracting
actuarial amounts for each of these interests, despite the
negli gi bl e chance that the reversion would becone operative.

Respondent then goes on to frane the annuities payable to
petitioner’s estate as no different in substance from such
reversions. Respondent’s position is that both represent
separate rights to receive property contingent upon the grantor’s
death during the trust term Because contingent rights, not
fixed or ascertainable at the creation of the trust, do not fal
within any of the three fornms defined as qualified in section
2702(b), respondent maintains that both are properly val ued at
zero. On this basis, respondent argues that Exanple 5 is
consistent not only with the purpose of section 2702 but al so
wi th other regulations which deal wth post-death interests,
particularly section 25.2702-3(e), Exanple (1), G ft Tax Regs.

Respondent further contends that Congress’ reference to a
trust consisting only of a fixed-termannuity and a nonconti ngent
remai nder was describing a situation different fromthat of
petitioner here. Respondent avers that the scenario contenpl ated
by the | awmakers was one in which the donor transferred the | ead
annuity to an entity with perpetual life and retained a

nonconti ngent remai nder. According to respondent, only in that
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context is it possible for a donor to create strictly an annuity
for a termof years and a noncontingent remainder. Hence, it is
only that kind of situation which respondent clains is sanctioned
by the nention of an annuity “for a specified termof years” in
section 25.2702-3(d)(3), Gft Tax Regs., with the result that
there exists no inconsistency between Exanple 5 and such

regul atory section.

In response to this latter argunent, we would sinply point
out that the statute does not contenplate a transfer of the |ead
annuity to a perpetual-life entity. See secs. 2702(e),

2704(c)(2) (defining “nmenber of the famly” for purposes of
bringing a transaction within the section 2702 rules). W
therefore turn to respondent’s broader contentions regarding
Exanple 5 s consistency with the underlying purpose of section
2702. On this issue, we conclude that the annuities here are
nore akin to the fixed-terminterests cited with approval in the
| egi slative history than to the reversionary interests identified
as |l eading to undervaluation. W base our conclusions on the
statutory text, on the above-quoted policy concerns, and on the
conparable situation in the section 664 context (dealing with
val uation of split-interest gifts to charity), to which the

| egi sl ative history all udes.
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Wth respect to the text itself, the short answer is that an
annuity for a specified termof years is consistent with the
section 2702(b) definition of a qualified interest; a contingent
reversion is not.

As regards policy, permtting reduction to gift value for
reversionary interests was resulting in arbitrary and abusive
el imnation of value which was intended to, and typically did,
pass to the donee. Donors were subtracting the full actuari al
val ue of a reversionary interest in the trust corpus and were not
merely treating their retained interests as an annuity for a
fixed termof years. Although we acknow edge that, in the case
of a reversion, at |east the equivalent of the termannuity’s
val ue woul d be payable to the grantor or the grantor’s estate in
all events, Congress was entitled to require that interests be
cast in one of three specified forns to receive the favorable
treatment afforded qualified interests. Accordingly, the
Comm ssioner is equally justified in assigning a zero value to
reversionary interests outside the scope of the statutory
definition and refusing to consider whether such interests can
have the practical effect of a different formof interest not
chosen by the grantor. See sec. 25.2702-3(e), Exanple (1), Gft
Tax Regs.

In contrast, there exists no rationale for refusing to take

into account for valuation purposes a retained interest of which
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both the formand the effect are consistent wwth the statute. W
further observe that respondent’s attenpts to equate the estate’s
rights here with other contingent, post-death interests are
prem sed on the bifurcation of the estate’s interest fromthat of
petitioner. Yet, given the historical unity between an
i ndi vidual and his or her estate, we believe such separation is
unwarranted where the trust is drafted in the formof a specified
interest retained by the grantor, with the estate designated only
as the alternate payee of that precise interest. This is the
result that would obtain if the governing instrunment were sinply
silent as to the disposition of the annuity in the event of the
grantor’s death during the trust term Additionally, any other
construction would effectively elimnate the qualified termof-
years annuity, a result not contenplated by Congress.

Moreover, we note in this connection that the Conm ssioner
has defined noncontingent for purposes of determning a qualified
remai nder interest as follows: “an interest is non-contingent
only if it is payable to the beneficiary or the beneficiary’'s
estate in all events.” Sec. 25.2702-3(f)(1)(iii), Gft Tax Regs.
W are satisfied that this principle is equally applicable in the
circunstances at bar. For simlar reasons, we decline
respondent’s invitation to treat termannuities payable to a
grantor or the grantor’s estate as having two separate “hol ders”

for purposes of the regulatory requirenent of section 25.2702-
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3(b)(1) (i), Gft Tax Regs., that the annuity anopunt “be payabl e
to (or for the benefit of) the holder of the annuity interest for
each taxable year of the term?”

Lastly, we observe that the legislative history indicates
section 2702 was to draw upon the rules for valuing split-
interest gifts to charity under section 664. Section 664 deals
with charitable remainder annuity trusts and unitrusts for which
a tax deduction is available. Yet under this statute, respondent
apparently acknow edges that an annuity payable for a term of
years to an individual or the individual’s estate is valued as a
fixed-terminterest. Section 1.664-2(c), Incone Tax Regs.,
provi des that the present value of an annuity is to be conputed
i n accordance with regul ati ons pronul gated under section 2031.
Such regul ations, in turn, contain the foll ow ng exanpl e:

Exanple 4. Annuity payable for a termof years. The
decedent, or the decedent’s estate, was entitled to
receive an annuity of $10,000 a year payable in equal
quarterly installnments at the end of each quarter

t hroughout a termcertain. At the tinme of the
decedent’ s death, the section 7520 rate was 9.8
percent. A quarterly paynent had just been nade prior
to the decedent’s death and paynents were to conti nue
for 5 nore years. Under Table B in 8§ 20.2031-7(d)(6)
for the interest rate of 9.8 percent, the factor for
the present value of a remminder interest due after a
termof 5 years is .626597. Converting the factor to
an annuity factor, as described in paragraph
(d)(2)(iv)(A) of this section, the factor for the
present value of an annuity for a termof 5 years is
3.8102. The adjustnment factor from T Table Kin §
20.2031-7(d)(6) at an interest rate of 9.8 percent for
quarterly annuity paynents nade at the end of the
period is 1.0360. The present value of the annuity is,
t herefore, $39,473.67 ($10,000 x 3.8102 x 1.0360).
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[ Sec. 20.2031-7T(d)(5), Exanple (4), Tenporary Estate

Tax Regs., 64 Fed. Reg. 23214 (April 30, 1999); see

al so pre-1999 sec. 20.2031-7(d)(5), Exanple (4), Estate

Tax Regs. ]
It strikes us as incongruous that respondent is willing to
recogni ze the full value of a termannuity, whether payable to a
t axpayer or to the taxpayer’s estate, when to do so will reduce
t he anobunt of a charitable deduction, but refutes this approach
when it will decrease the anount of a taxable gift.

Thus, given the above authorities, we construe each of the
subj ect GRAT's as creating a single, noncontingent annuity
i nterest payable for a specified termof years to the
undi fferentiated unit of petitioner or her estate. W further
concl ude that Congress neant to allow individuals to retain
qualified annuity interests for a specified termof years, and
that the proper nmethod for doing so is to make the bal ance of any

paynents due after the grantor’s death payable to the grantor’s

estate. We hold that Exanple 5 is an unreasonable interpretation
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and an invalid extension of section 27022, and we need not reach
the issue of whether it was adopted in violation of the
Adm ni strative Procedures Act. Accordingly, the qualified
interest retained by petitioner in each GRAT here is an annuity
payabl e for a specified termof 2 years.

C. The Actuarial Value of the Qualified Interests

Havi ng deci ded the nature and extent of the qualified
interests retained by petitioner, we say a few words regarding
the calculation of their actuarial value. In conpliance with
section 2702(a)(2)(B), these interests are to be val ued under
section 7520. There appears, however, to be sone di sagreenent
between the parties as to the nmechanics of this conputation.

They seemto differ with respect to how properly to account for
the timng of the paynents and the partial years involved where a

CGRAT is established other than on January 1. Because we believe

2 \W note that sec. 25.2702-3(e), Exanple (5), Gft Tax
Regs. (hereinafter Exanple 5), was cited and its all eged
underlying rationale was alluded to in support of our holding in
Cook v. Comm ssioner, 115 T.C. 15 (2000). In that case, neither
party challenged the validity of any regul ations pronul gated
under sec. 2702, and it is not the typical practice of this Court
to raise such issues sua sponte. Suffice it to say at this point
that we woul d have reached the sanme result absent any reliance on
Exanple 5. The spousal interests at issue there were in fact
contingent in a sense violative of the policy behind sec. 2702.
They woul d never take effect if the spouse were to predecease the
grantor, and any value attributable thereto would pass to the
donee. The statute does not sanction treatnent of such interests
as qualified.
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that such issues are nore appropriately dealt with when fully
articul ated pursuant to Rule 155 proceedi ngs, we defer from
expressing any opinion on this nmatter at the present tine.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

VELLS, CHABOT, SWFT, RUWE, WHALEN, CCLVI N, HALPERN,
CHI E_CHI, LARO VASQUEZ, GALE, and MARVEL, JJ., agree with this
opi ni on.

BEGHE, FOLEY, and THORNTON, JJ., did not participate in the
consi deration of this opinion.



